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The power of conviction

Diversification is one of the few free lunches. COVID, Ukraine and Silicon Valley Bank/Credit Suisse demonstrates
the wisdom of not putting all your eggs in one basket. The only certainty is that the unexpected will happen.

However, you can have too much of a good thing. Overdiversifying dilutes your best ideas without the benefit
of a meaningfully less volatile portfolio. In his 1989 autobiographical investment book One Up On Wall Street,
Peter Lynch introduced the term “diworseification” to describe management teams stepping outside their core
expertise. He highlighted shaving company Gillette's predictably unsuccessful diversification into digital watches.
The diworseification term has been adapted to describe inefficient portfolio construction by holding too many
investments. Your best 10 ideas are likely to be higher conviction (i.e., better) than number 50 in the pecking order.

"Less Is More"

The chart below illustrates how risk (measured as price volatility) declines as you add more stocks to a portfolio.
As you can see, the incremental benefit levels off quite rapidly. You can halve the average volatility of holding one
stock by simply adding a random sample of nine more names to the portfolio. A ten-stock portfolio is only 20%
more volatile compared to holding over 3,000 stocks in the MSCI All Country World equity index.

DIVERSIFICATION FREE LUNCH IS MOSTLY DONE AFTER 10 HOLDINGS
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Eventhough the benefits of diversification can statistically hit the law of diminishing returns from as few as 10 stocks,
we would caution against owning only 10 stocks as you just need two or three negative stock specific surprises to
put you severely out of pocket. Our sweet spot is 25 to 35 high conviction ideas. Enough to ride out the inevitable
bumps in the roads, whilst still taking a meaningful active view. As renowned investor Philip Fisher once quipped,
“In the field of common stocks, a little bit of a great many can never be more than a poor substitute for a few
of the outstanding.”

As well as diversification, the other way to mitigate risk is to own great companies that have a durable competitive
advantage and attractive growth prospects over the long term. Our conviction is underpinned by our rigorous
research process. Reducing investment risk is not just about diversification, it is the outcome of objective thinking
and thorough evaluation of competitive moat, management calibre, balance sheet strength, and sustainable growth
prospects. Finally, high quality must come at a “reasonable” valuation. It will rarely come at a cheap price. To repeat
the often-quoted Buffett-ism “it's far better to buy a wonderful company at a fair price than a fair company at a
wonderful price”. But we would steer away from paying an exorbitant price. There are plenty of other fish in the sea
for a global investor.

At Melville Douglas, we run a balanced and robust portfolio of 25 to 35 of our highest-conviction ideas across
numerous industries and geographies and we believe this provides adequate diversification while still delivering
attractive returns over the long run. Beyond the free lunch, less is more.

From our Fund Manager’s Desk

Canary in a coal mine?

Well into the 20th century coal miners would use canaries as an
early warning system. Canaries are more sensitive to toxic gases
than humans. If the canary keeled over, the miners knew they were
in danger. This system is only useful if the miner heeds the warning
and escapes the mine.

With the recent collapse of Silicon Valley Bank and Credit Suisse, is
the canary teetering into another 2008-type global financial crisis?
At present, the birdie will be just fine as this time there are few toxic
loans, and the big banks are much better oxygenated with healthy
capital buffers.

Nonetheless, recent events are a timely reminder of the inherent
leveraged risk within banking, the sector’s reliance on the whims
of central bank policy and its core importance to the economy (as
evidenced by recent government interventions).

The purpose of this note highlights some of the business risks
associated with banking and that quality matters. Our adherence
to investing in high-quality sustainable growth businesses (via
JPMorgan) allowed us to avoid much of the trouble. The very same
also provides us with the confidence to face whatever storms may be
on the horizon.



Banking at its core is a balancing act of multiple risks and it's the effective management of these risks that determine
success. The risks are many, but we will highlight the major three here:

1 Credit/Counterparty risk — This is when borrowers or counterparties fail to meet contractual obligations.
This risk cannot be eliminated but banks can lower their exposure. Since business conditions for borrowers
are unpredictable, banks lower their exposure through diversification into a broad range of sectors. This is
what Signature Bank did not do enough of, with its significant exposure to the crypto sector helping to erode
depositor confidence.

2. Interest rate risk — This is the potential for investment losses that can be triggered by a move upward in the
prevailing rates for new debt instruments. Interest rates & bond values have an inverse relationship, meaning
an increase in interest rates will result in the value of a bond or other fixed-income investment in the market
declining. This risk is reduced by buying bonds with different durations, or by hedging fixed-income investments
with interest rate swaps, options, or other interest rate derivatives. These are the actions Silicon Valley Bank
(SVB) failed to take sufficiently during 2022 (when the Federal Reserve started significantly ratcheting up rates)
and resulted in the bank having to realise significant losses when they were forced to sell their now lower value
long dated bonds for the sake of liquidity.

Regulatory risk — The risk that a change in laws and regulations will materially impact a security, business,
sector, or market. Regulatory changes can possibly increase operational costs, reduce the attractiveness of
an investment, or even alter the competitive landscape of sectors. Banks are heavily regulated due to their
systemic importance to the overall economy and the knock-on effect to millions of lives. The quid pro quo of
the regulation is that when banks run into trouble, governments and central banks are forced into action. Tax
funded bailouts being viewed as the lesser of two evils. As American oil tycoon J Paul Getty once quipped, “If you
owe the bank $100 that's your problem. If you owe the bank $100 million, that's the bank'’s problem.”
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Given these risks, aspects such as i) market share/position, ii) a deep diversified deposit base, iii) effective/timely
risk management and iv) good quality management become critical. It is in these specific areas (and others) that
JPMorgan shines and is a different beast from some of the smaller regional players. But don't just take our word for
it, let us have a look under the hood.



The house Jamie built...

JP Morgan Chase is a leading, global, universal bank
and following the acquisitions of Bear Stearns and
Washington Mutual during the 2008 global financial
crisis became the biggest US bank with total assets
of $3.6trn and 250,000 employees. The bank has
been led by Jamie Dimon for over a decade and his
successful tenure has made him a rockstar in finance
circles. The bank is a leading US consumer and
commercial lender with a market share of over 11% of
US deposits and strong market shares in auto-lending
and credit cards. That combined with a global asset
manager with $4.0trn of client assets and as a top tier
global investment bank, has the makings of a best of
breed bank.

Its Consumer & Community Banking division (41%
of 2022 revenue) banks over 60 million households
with number one or two market share in deposits
nationally. It is also the number one US credit card
issuer. Loan growth has been flat over the last 10
years, but the quality of its book has improved, and
increased loan growth is expected to be a driver over
the medium term.

JP Morgan's Corporate & Investment Banking division
(36% of 2022 revenue) is also a market leader. It
continually ranks number one or two in terms of
investment banking revenue (versus Goldman Sachs),
and it is the number one player globally in terms of
fixed income trading. The division is also the number
two custodian globally, with $30trn+ in assets under
custody. As we have seen with Credit Suisse, being an
also-ran investment bank is not a comfortable place
to be.

Overall, JP Morgan's diversified nature provides
steady through the cycle revenue growth, with its
continued investment in technology resulting in
greater operational leverage. This should result in
further margin expansion and outsized growth at an
earnings level. It provides exposure to the rising rate
cycle (albeit most of it behind us), while still providing
some downside support through its scale and market
position advantages.

“House of Morgan” has the strongest foundations
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The alongside shows the share prices for JP Morgan, Bank of America, Goldman Sachs, Wells Fargo and US Bancorp.

All indexed to their respective prices in 2008.

The first thing one will notice is that bank prices generally move together, with all of them usually reacting to the
same macroeconomic events. Wells Fargo initially outperformed JP Morgan, until the fake accounts scandal in
2016 (amongst other troubles). Since then, the JP Morgan share price has performed best out of this cohort. It
has vastly outperformed the less diversified Goldman Sachs and the more regional US Bancorp. Bank of America’s
performance is also reminder that a large retail franchise does not an easy life make. JP Morgan’s well run diversified
nature and market leading positions contributed to its success over the last 15 years. And its quality has made a

significant difference versus other banks.



In closing...

JP Morgan, by design, has made a habit of
bettering its banking peers over the long-haul.
There is no “sure thing” in investing but sailing
on the most secure ship in the fleet when storm
clouds are in sight (with an enviable track
record of navigating the trials and tribulations
along the way), is a very close second. As
humble custodians of your wealth, please
rest reassured that we always have our eyes
towards the horizon.
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Disclaimer
This summary brochure has been prepared for information purposes only and is not an offer (or solicitation of an offer) to buy or sell the product.

This document and the information in it may not be reproduced in whole or in part for any purpose without the express consent of Melville Douglas.

Allinformation in this document is subject to change after publication without notice. While every care has been taken in preparing this document, no representation, warranty or
undertaking, express or implied, is given and no responsibility or liability is accepted by Melville Douglas as to the accuracy or completeness of the information or representations
in this document. Melville Douglas is not liable for any claims, liability, damages (whether direct or indirect, actual or consequential), loss, penalty, expense or cost of any nature,
which you may incur as a result of your entering into any proposed transaction/s or acting on any information set out in this document.

Some transactions described in this document may give rise to substantial risk and are not suitable for all investors and may not be suitable in jurisdictions outside the Republic of
South Africa. You should contact Melville Douglas before acting on any information in this document, as Melville Douglas makes no representation or warranty about the suitability
of a product for a particular client or circumstance. You should take particular care to consider the implications of entering into any transaction, including tax implications, either on
your own or with the assistance of an investment professional and should consider having a financial needs analysis done to assess the appropriateness of the product, investment
or structure to your particular circumstances. Past performance is not an indicator of future performance.
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